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Modern capitalism emerged in the early nineteenth century in western Europe and the European offshoots
of the Americas and Oceania. Recognizing the unparalleled dynamism of the new socio-economic system,
Marx and Engels predicted in 1848 that capitalism would spread to the entire world. By the end of the
twentieth century, that prediction was confirmed: capitalism had indeed become global, but only after a
tortuous and violent course of institutional change in many parts of the world. This paper provides a brief
account of the emergence of global capitalism, and discusses some of the reasons why the diffusion of
capitalism has been so conflictual and violently contested.

[. INTRODUCTION

When communism collapsed in Eastern Europein
1989, therunning quipwasthat socialismwassimply
the longest road from capitalism to capitalism. The
socialist detour, which carried along roughly one-
third of humanity as of the mid-1980s, has nearly
vanished by the end of the twentieth century, the
result of de-communization in Eastern Europe, the
collapse of the Soviet Union in 1991, and China's
adoption of market reforms after 1978 (even if
under one-party rule). Though the post-communist
societies face enormous economic, social, and po-
litical challenges, not onehastheannounced goal of

restoring central planning or comprehensive state
ownership. The governments of the world have
embraced Adam Smith as never before, at least on
therhetorical level.

Itisnot just the post-communist economiesthat are
going through deep institutional change at the cen-
tury’ send. Virtually theentiredevel opingworld has
been abandoning key assumptions of state-led de-
velopment adopted in the wake of national inde-
pendenceby state-builderssuchasNasser, Sukarno,
Ataturk, and Nehru. Even the long-independent
statesof L atin Americacametoview themselvesas
semi-colonial or ‘ dependent’ economiesinthewake
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of the Great Depression, and they too adopted stati st
modelsof devel opment similar to those of the post-
colonial nations. Thosestatist modelsarenow being
abandoned, though heated debates continue about
the appropriate role of the state in the economy.

By theend of thetwentieth century, almost all of the
world nations—even the very poorest countries—
have adopted the basic framework of modern capi-
talism, though few societies have done so without
deep and continuing controversy. The twenty-first
century opens with a recognizable international
system that can be fairly characterized as global
capitalism, though it isasystem fraught with social
conflictand political contestation at thenational and
international levels. As has been true for much of
the past two centuries, capitalism continues to be
viewed in much of theworld, especially the poorer
countries, asasystem of exploitation rather than as
areliable path to economic prosperity. Many gov-
ernmentsare turning to capitalist institutions out of
the exhaustion of alternative models, or in order to
curry favour with powerful nations, rather than out
of any particular convictionthat market reformswill
solve long-standing problems of economic back-
wardness.

Though 1989 washailed everywhereasthecollapse
of Marxism, in one sense it represented the fulfil-
ment of one of Marx’s most famous predictions.
Writing in The Communist Manifesto in 1848,
Marx and Engels portrayed the newly emergent
capitalist system of western Europe as historically
unprecedentedinitsdynamismand productivity, so
dynamicandproductiveinfact, that thewholeworld
would become capitalist, forced to change in re-
sponseto the awesome capacity of Western econo-
mies.

They wrote:

Thebourgeoisie, by therapid improvement of all instru-
mentsof production, by theimmensely facilitated means
of communication, draws all, even the most barbarian,
nationsintocivilization. Thecheap pricesof itscommodi-
tiesarethe heavy artillery with which it battersdown all
Chinese walls, with which it forces the barbarians' in-
tensely obstinate hatred of foreigners to capitulate. It
compels all nations, on pain of extinction, to adopt the
bourgeois mode of production; it compelsthemtointro-
duce what it calls civilization into their midst, i.e, to
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become bourgeois themselves. In oneword, it creates a
world after itsownimage.

In this light, 1989 can be seen as a watershed
predicted by Marx, though onethat arrived perhaps
acentury later than Marx might have expected.

Let’sbeclear, however. Therest of Marx’spredic-
tions, about the demise of capitalism following the
immi serization of themasses, turned out tobewildly
off base. These errors in forecast can be traced to
Marx's reliance on a very crude labour theory of
value, according to which Marx claimed that the
income of capitalistsresulted from the exploitation
of labour. Marx fundamentally misunderstood that
economic value is created not only by labour, but
al so by entrepreneurship, saving, and technological
progress. Marx’s most deadly legacy, indeed, was
the interpretation that gapsin income between rich
and poor are caused by exploitation rather than
differencesin productivity. This Marxist attack on
wealth asill-gotten exploitation fuelled most anti-
capitalist ideologies of the twentieth century.

Standing at the end of thetwentieth century, wecan
survey the traumas that accompanied the transfor-
mation to global capitalism. Capitalism did batter
downthe Chinesewalls, and often with gunsrather
than cheap commodities. The first conflict of the
modern capitalist era, the Opium Wars between
Britain and China (1839-42), was fought to make
the world safe for free trade in narcotics. Other
wars of colonial conguest followed, especialy in
Africa and Asia. But even when countries (or at
least their ruling éites) had their own choices to
make, they rarely adopted capitalistinstitutionsasa
first resort. Despitethe clear association of modern
capitalism with the richest countries in the world,
most of the poorer countries rejected capitalist
model suntil they had tried anumber of alternatives.
Many of those detours—especially socialism and
national socialism—imposed horrificcostsonthese
societies and on othersthat got in their way.

Thisarticletriesto shed some light on the patterns
of diffusionof capitalistinstitutionsduringthetwen-
tieth century. Modern capitalism was born in the
Industrial Revolution in Great Britain at the end of
the eighteenth century, and was spread throughout
western Europe and European offshoots in the
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Americas and Oceania in the first half of the
nineteenth century. What determined the diffusion
or rejection of theseinstitutionsin other partsof the
world during thetwentieth century? Did capitalism
depend on social and cultural institutions uniqueto
Europe; or was the fate of capitalism outside of
western Europe determined more by political and
economic factors rather than socia factors?

II. THE CHALLENGE OF EUROPEAN
CAPITALISM

Modern capitalism emerged as a social system in
western Europe in the first half of the nineteenth
century. The western European capitalist societies
were distinguished by four features. On economic
grounds they were the first societies in history in
which economic activities were predominantly or-
ganized via market exchange, based on private
property relationsinlabour, capital, land, andidesas.
On political grounds these societies were based on
notionsof citizenship andtheruleof law, at leastin
comparison with most other societies where an
individual’ slegal standing depended on birthright,
and where sovereign power was exercised without
juridical constraint. On social grounds, these socie-
ties had substantially abandoned formal structures
of hierarchy based on birthright, such asthedistinc-
tions of nobility and serfdom of pre-nineteenth
century continental Europe, or anal ogs of casteand
ordersfound in most other societies. Finaly, inthe
sphere of ideas and belief systems, western Euro-
pean societies were increasingly secularized and
grounded inamodern scientific outlook.

Societies outside of western Europe, other than in
European colonies in the Americas and Oceania,
shared few of these characteristics. Economicinsti-
tutions were rarely organized around market ex-
change and private property. In many societies, a
substantial proportion of rural labour was bound to
the land through ingtitutions of serfdom or davery.
The rights of capital ownership were heavily cir-
cumscribed by suspicious state authorities. Free-
dom to engage in international trade was often
severely hamstrung, for example in China and Ja-
pan. Intellectual property was almost everywhere
seenasanatural prerogative of the sovereignrather
than private inventors. New ideas (such as the
printing pressin Islamic societies) were viewed as
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more athreat to political power or the social order
than an opportunity for economic development.
Similarly, political institutionsweretypically based
on traditional authority structures rather than ra-
tional law. Property was often seen as the natural
claim of apatrimonial state, with private ownership
merely aprovisional claimto bemadeat the suffer-
ance of themonarch. Cultural and religiousinstitu-
tionsreinforced political and economichierarchies,
by linking one’s place in the division of labour to
birthright, or tomembershipinaparticular religious
or ethnic group. Finally, concepts of Western sci-
ence had not yet penetrated deeply in non-Western
societies.

Aseconomic historians since Simon Kuznets have
stressed, modern economicgrowthtook off inwest-
ern Europe and its offshoots at the end of the
eighteenth century, while not taking off elsewhere
for a century or more, thereby creating within a
coupleof generationsan historically unprecedented
gap between western Europe and the rest of the
world in material well being, industrial power, and
military force. MuchasMarx and Engel s predicted,
aconsiderable amount of nineteenth and twentieth
century history can beread astheplaying out of this
profoundimbalanceineconomicandmilitary power,
aconfrontation between adynamic capitalist west-
ern Europe (and its American and Oceanic off-
shoots) and a much less dynamic non-European
world. Everywhere in the old world—Africa, the
MiddleEast, Russia, South Asia, Central Asia, East
Asia—western Europe's power led to confronta-
tionwith muchweaker societies. Invast partsof the
world, the result was direct imperial rule by Euro-
pean powers. In other parts of the world, the result
was an attempt, successful or unsuccessful, to re-
cast traditional empires (Russia, China, Ottoman,
Japan) increasingly in a Western ingtitutional im-
age—withmarket reforms, financial systems, com-
mercial law, modern infrastructure (telegraphy,
railroads, internal canals, and oceanic ports), and
even parliaments.

Asiswell known, only Japan among the old-world
empires was able to manage a comprehensive and
dramatic capitalist makeover. The Meiji Restora-
tion of 1868, carried out under the shadow of
Western military threat and a series of unequal
treaties imposed by Western powers, constituted
the most successful and comprehensive capitalist



revolutioninworldhistory, averitable*' shock therapy’
of capitalistreforminwhichmarketinstitutionsand
privateproperty replacedlong-standing feudal rela-
tions. Elsewhere, asin Russian in the era of Great
Reforms (1858-65), or the Ottoman Empire (from
the 1840s onward), or the Ch’ing Dynasty (espe-
cialyinthe1890s-1900s), thereformswerepartial,
typically introducing market reformsbut oftenat the
cost of stateinstability. All three empires ended up
collapsing—China in 1911, and the Russian and
Ottoman empires in the wake of the First World
War, after teetering precarioudly in the preceding
decades. Much of therest of theworld did not even
get thisfar, succumbing inthenineteenth century to
direct imperial rule. Thiswastrue, of course, of all
of the African continent with acoupl eof exceptions
(Ethiopia, Liberia), most of South-east Asia (with
the notable exception of the buffer state of Siam,
wedged between British Burma and French
Indochina), the Indian subcontinent, and Central
Asia (largely falling prey to the Russian Empire,
itself avictim of collapse).

By the opening year of the twentieth century, the
Europeanimperia powers(now joined by animpe-
rial United States, owner of Puerto Rico and the
Philippinesfollowing the Spanish—American War)
had indeed created a world in their image. Five-
sixths of theworld’ sinhabited land areawas effec-
tively under political control of Europeans(counting
Russia, the Americas, and Oceania). This world
waslinkedtogether by global trade, financed heavily
by British banksand capital markets, and with gold
and silver monetary standards that were nearly
universal, and that provided the monetary frame-
work for the rapidly growing international com-
merce. This globa system, centred on western
Europe, was el egantly described by John Maynard
Keynes in the opening pages of The Economic
Consequences of the Peace.

What an extraordinary episodein the economic progress
of manthat agewaswhich cametoanendin August 1914!
... Theinhabitant of London could order by telephone,
sipping hismorningteain bed, thevariousproductsof the
whole earth, in such quantity as he might see fit, and
reasonably expect their early delivery upon hisdoorstep;
he could at the same moment and by the same means
adventure his wealth in the natural resources and new
enterprisesof any quarter of theworld, and share, without
exertion or even trouble, in their prospective fruits and
advantages; or he could decide to coupl e the security of
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hisfortuneswiththegoodfaith of thetownspeopleof any
substantial municipality in any continent that fancy or
information might recommend. He could secure forth-
with, if he wished it, cheap and comfortable means of
transittoany country or climatewithout passport or other
formality, could despatch hisservant totheneighbouring
office of abank for such supply of the preciousmetalsas
might seem convenient, and could then proceed abroad
to foreign quarters, without knowledge of their religion,
language, or customs, bearing coined wealth upon his
person, and would consider himself greatly aggrieved
and much surprised at the least interference. But, most
important of all, heregardedthisstateof affairsasnormal,
certain, and permanent, except inthe direction of further
improvement, and any deviation from it as aberrant,
scandalous, and avoidable.

lll. THE LONGEST ROAD FROM
CAPITALISM TO CAPITALISM

Perhaps the greatest surprise of twentieth century
political economic history iswhat did not happen.
L ooking out ontheworld described by Keynes, one
would haveconfidently predictedasof 1910that the
world would continue on a path of uninterrupted
progress and global integration, presumably under
European political leadership and tutelage. Indeed
such predictions were widespread, for examplein
the best-selling volume The Great Illusion by Sir
Norman Angell, published in 1910. Angell rightly
argued that in aworld of advanced technology and
unprecedented economic integration, war among
the leading countries of Europe would be suicidal
and completely irrational—surely incapabl e of de-
livering any benefits that could offset the horren-
doushumanand economic costs. Theseconclusions
provedtobetrue, but Angell erroneously concluded
that such suicidal costs would be enough to deter
European states from entering into armed conflict.
Enter they did in 1914, with costs that greatly
exceeded even the dire forecasts given by Angell.
TheFirst World War shattered the global capitalist
system based on European imperialism. It took
another three-quarters of a century until a compa-
rable global system would arise to take its place.

Theunprecedented butchery of theFirst World War
had several major consequences. First, the Euro-
pean powers were gravely weakened by the war,
financially and politically. As Keynes predicted in
1919, thetrade and financial imbalances|eft by the
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war and the harsh peace that followed created
instabilitiesthroughout the 1920sthat contributedto
the Great Depression of the 1930s, and to the
resurgence of German militarism under the Nazi
banner. Second, the Ottoman and Russian empires,
long weakened by their inability to keep up with
western Europe, succumbed to the war itself. Both
collapsed in the wake of battlefield losses and
financia disarray that resulted directly from the
strains of wartime finance. Even the less tottering
Habsburg Empire of Central Europe similarly col-
lapsed, partly as the result of military defeat, but
mainly out of the design of the victors to support
national self-determinationamongtheethnicgroups
that comprised much of the empire. Third, Bolshe-
vism established its beachhead as L enin rushed to
seize power in the vacuum of Tsarist Russia's
collapse. Interestingly, the overseas colonies of
Europe, in Africa, the Middle East, and Asiare-
mained intact, despite the profound weakening of
the metropole powers. The European powers were
able to hold on to their overseas possessions until
after the Second World War. Some new landseven
fell into European hands through the dismember-
ment of the Ottoman Empire’s Middle Eastern
possessions. Other colonies—such as Germany’s
holdingsin Africa—changed hands as victors took
the spoils of war.

TheBolshevik successin Russiamust bejudged as
one of the great ‘ contingent’ events of history, that
is a decisive turning point not firmly rooted in
underlying social and political conditions, but rather
reflecting theaccidentsof history. Up until theFirst
World War, the Tsarist regime wasfitfully reform-
ing and Russiawasfitfully industrializing. Without
thewar itself, peaceful transformation seemedto be
likely. The war bled the state, and exhausted the
society. But even so, after 4 years of military
hardship, revolutionaries like Lenin lacked broad
support. TheBolshevikswereafringeparty without
the ability to mobilize mass palitical backing. But
they had the advantage of ruthlessness, daring, and
brutality. Intheanarchy of Tsarist bankruptcy, food
riots, and the flood of ill-fed and ill-clothed troops
returning from the front, political order collapsed,
and L enin seized hismoment. As he himself wrote
later, his success was a matter of hours. Any delay
or missed timing, and al would belost. Thisis, of
course, thevery oppositeof Marx’ soriginal concep-
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tion of the collapse of capitalism as an historically
determined process.

Intherest of Europe, the 1920swere occupied with
rebuildingthefoundationsof thecapitalisteconomy.
The states of Central and Eastern Europe—Ger-
many and the successor states of the Habsburg
empire—had to overcome military defeat, heavy
debts, and the burdens of reparations payments.
Theturmoil contributed toaseriesof hyperinflations,
thefirst true hyperinflationsinworld history (using
theaccepted definition of inflation of at |east 50 per
cent per month). Thesewerefitfully extinguishedin
the course of the decade. France, too, needed
stabilization, though from inflation rates consider-
ably below hyperinflationary proportions. Great
Britain famousdly botched its return to peacetime
economicsby adopting anovervalued currency asit
hurriedly re-established the pre-war gold parity of
thepound sterlingin 1925.

By the start of 1929 one might have had some
justifiableconfidencethat pre-First-World-War nor-
mal cy wasindeed being re-established, except with
the anomaly of Bolshevik Russia. Even Germany
seemed to be making some recovery after two
emergency loans and partial restructuring of repa-
rations obligations. But then the Great Depression
erupted, ushering in the most fateful collapse of
capitalist economies during the 200 yearsfrom the
start of the Industrial Revolution till today. The
causes of the Great Depression continue to be
debated. Some see the decade of depression as a
confirmation of Keynes' s 1919 warnings about the
instability that wouldfollow aCarthaginian peacein
Central Europe. Others see it as the result of
clingingtoolongtolaissez-fairedoctrinesinaworld
of large-scaleindustry. Still othersseeaconcatena-
tion of errorsby the major central banks of the day.

All of theseexplanationshave somemerit, but none
puts adequate stress on another crucial feature of
the era. The world’'s major currencies were all
linked to gold, and it was the gold standard that
prompted all of the major countries of the world
economy to adopt simultaneous contractionary
monetary policies, eveninthefaceof sharplyrising
unemployment. Asabackdroptothe Great Depres-
sion, the world’'s monetary gold supplies had not
beenincreasingrapidly enoughto support thegrowth



of worldincome. Therewere no major gold discov-
eries in the world after those of the 1890s. The
shortfall of monetary gold was especially acute at
the end of the 1920s as the countries of Europe
established gold parities at exchange rates that
overvalued their national currencies, i.e. at rates
that assigned too high agold backing to each unit of
currency. When financia troubles brought down
several banksin Europeandthe United Statesinthe
early 1930s, wealth holders scrambled to protect
their wealth by converting some money balances
intogold, andall of themajor central bankssuddenly
faced extreme pressures on their scarce gold re-
serves. Even though unemployment was already
rising throughout Europe and the United States, the
central banks simultaneously pursued very
contractionary monetary policies (even rejecting
thelender-of-last-resort function asdomestic banks
failed), thereby leading theindustrial nationsinto a
simultaneous steep downturn. These can betermed
monetary errors, but in fact the central banks were
playingtheir assignedrolesof theera. Ontop of this
monetary collapsecameaspiral of tradeprotection-
ism, as each country attempted to hoard scarce
foreign exchange and gold supplies.

The economic crisis in Europe was of course the
openingfor theriseof Nazismin Germany. Andyet,
even in the shadow of the Great Depression, Hit-
ler’ sriseto power wasin many ways as contingent
and accidental as Lenin’s. Both seized fleeting
opportunitiesto gain afoothold of power, and then
ruthlessly used violenceto consolidate power inthe
midst of a power vacuum brought on by general
crisis. Just as the Bolshevik success depended on
Seizing the precise moment in the October Revolu-
tion, so careful historians have shown that Hitler's
rise to power in January 1933 was another tragic
accident of history. By the start of that year, the
Great Depression was actually easing in Germany.
Thereparationsburdentoo had beenrelaxed, though
of course not sufficiently toinsure against disaster.
Theleading German newspaperson 1 January 1933
opened the new year with confident assertions that
theNazi riseto power had been decisively thwarted,
that thetide of popular support had peaked and was
onthewane. And yet, just 30 dayslater, Hitler was
proclaimed Chancellor, the result of Hitler’s stun-
ning ability to out-intrigueanumber of intriguersto
power that were competing for positions in the
German government. It must be remembered that
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Hitler gained theposition of Chancellor not through
the ballot box, but in a cabinet reshuffle. The later
electoral strength of theNazis, manipul ated through
great street violenceand propaganda, only followed
Hitler' srise to power.

The Second World War finished the European
conflagration started in the First World War, again
with several profound consequencesfor the global
economy. Thistime the destruction in Europe was
so profound that the European imperia powers
weretoo exhausted and discredited to maintaintheir
hold on their empires. From the 1940sto the 1980s,
the European empires were unwound. The French,
in particular, fought bitterly to hold on to many of
their possessions. Other powers essentially aban-
donedtheir claims, asdid BritaininIndiain 1947. Still
othersfought for awhile, only to realizethefutility
of attempting to hold on to power, asin the case of
the Dutch in Indonesia. The second major conse-
guence involved the upheavals of Asian power.
Japan had launched its own wars of conquest in
Asia in the 1930s, to construct a ‘ co-prosperity
sphere’ under Japanese domination. Japan’ s attack
on Chinadestabilized thefragileand corrupt Nation-
aist regime, and thereby opened the way to com-
munist power after athree-year civil war (1946—
9). Japan’'s military defeat also led to the end of
Japanese colonial rule in Korea and Taiwan, the
latter becoming the refuge of the defeated Chinese
Nationalist government.

IV. THE POST-WAR TRIPARTITE
WORLD

The victorious United States hoped for the emer-
genceof anewworld political and economicsystem
after the Second World War, based on the newly
established international institutions of the United
Nations(includingthe World Bank and theInterna-
tional Monetary Fund), national sovereignty after
the dismantling of European empires, and open
international trade. Thisvision never cameto frui-
tion. Rather quickly the wartime alliance of the
United States, United Kingdom, and the Soviet
Uniondissolvedintoabitter rivalry and competition
between the capitalist democracies and the Soviet
communist state. Indeed, the Soviet Union soon
imposed one-party communi st rul ethroughout East-
ernEurope. Thedivisionsdeepenedfurther withthe
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communist victory in Chinain 1949, and the out-
break of war onthe K orean peninsulathe next year.

TheUSA strongly supported areturnto democratic
capitalism in western Europe and Japan, through
extensiveaid programmesand military backing. Aid
was predicated on the adoption of market institu-
tions, especialy those that supported European
integration and Japan’s return to an open trading
system. By 1958, Europe had re-established con-
vertiblecurrenciesasthemonetary underpinning of
open, market-based international trade. Japan’s
currency becameinternational ly convertibleby 1964.
The USA, Europe, and Japan al so pursued step-by-
steptradeliberalization through aseries of negotia-
tionson tariff reductions.

Thestrugglebetweenthefirst (capitalist) world and
thesecond (socialist) worldwasmade considerably
more complex by the actions of the developing
countries, especially thedozensof newly independ-
ent statesthat had gai ned independence from Euro-
pean colonial rule. Whilethe USA hoped that these
countries would join the first world, as capitalist
societies, in the struggle agai nst communism, most
of thenewly independent countriesopted for politi-
cal non-alignment and an economic third way be-
tween capitalism and communism. Thus, the term
‘third world’ refers not only to poor countries in
general, but also in most casesto apoalitical choice
of ‘thirdway’ between capitalism and socialism. It
is ironic that the term ‘third way’ has been later
appropriated by left-of -centre parties in the USA
and Europetosignify capitalismwithinstitutionsof
socia support (such as income transfers, health
insurance, pensionsupport). Theorigina ‘thirdway’
wasconsiderably lesscapitalisticinorientationthan
the programmes flying this banner in recent years.

Thethird-worldleadershad many considerationsin
mind. Most of them viewed the capitalist countries
not astrading partners, but aspolitical and economic
predators, former colonia masterswho would ook
for new opportunities of exploitation. It is good to
remember that national movements often fought
their colonial overlords through political and eco-
nomic campaigns of self sufficiency. The idea of
turning around after independenceandtradingfreely
with former colonial overlords struck many of the
new leadersassuicidal. And considering that coun-
tries such as Indiaand much of Africahad actually
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been colonized, indeed governed, first by multina-
tional companies(theBritish EastIndiaCompany in
the case of India) rather than by European govern-
ments, theaffectionfor multinational firmswasalso
wanting, tosay theleast. Itwashardtojudgein 1950
that the colonia erawas decisively over, and that
multinational firmsnolonger representedtherisk to
sovereignty that they once did.

The new state-builders had other considerations as
well. They looked back at the Great Depression as
a harbinger of continued capitalist instability. In-
deed, the new doctrines of Keynesargued that such
instability wasinbuilt inthe capitalist system. Who
could know that the Great Depression was a once-
in-two-hundred-year phenomenon, more the acci-
dent of a dying gold standard than an intrinsic
featureof industrial capitalism. By contrast, it seemed
that the Soviet Union had found a way to avoid
businesscycles. Hadit not continuedtoindustrialize
throughout the 1930s? The Soviet Union had tri-
umphed over German fascism, and the scientific
meritsof state planning seemed evident. Of course,
few knew at that point about the millions of lives
slaughtered in Soviet collectivization campaigns,
purges, andforcedindustrialization.

Thefinal element of anti-market sentimentinvolved
the perception that free markets would condemn
laggard economiesto servitudeintheworldtrading
system, selling primary commoditieswhiledepend-
ing on the advanced countries for manufactured
goods. Theleadersof thepost-colonial states, and of
the Latin American societies, equated state power,
naturd ly enough, withindustrialization. They feared,
however, that they were too far behind economi-
cally to accomplishindustrialization on the basis of
free-market competition. They needed to protect
infant industries behind tariff walls, and to foster
them with state support, such as public ownership,
subsidies, and protection against ruinous competi-
tion. Thus, many devel oping countriesadopted sys-
temsof state-ledindustrialization, based onimport-
substitution of industrial goods. This semi-market
path, somewherebetween capitalismand socialism,
was seen as the surest way to the end result of
indugtrialization.

A handful of post-colonial countries went in a
different direction. After experimentswith state-led
import substitution in the 1950s, both Korea and



Taiwan adopted market-based export-oriented in-
dustrialization strategies in the 1960s. Other East
Asianeconomiesfollowedsuit,includingHongKong
and Singaporeinthe1960s, most of South-east Asia
(Indonesia, Malaysia, and Thailand) in the 1970s
and 1980s, and the Philippinesin the 1990s. These
development strategies were surely not laissez-
faire, but they were market-based in the following
senses: industrial enterpriseswereprivately owned;
the currency was convertible for purposes of inter-
national trade; tariff rateswerekeptlow oninterme-
diate and capital goods, thereby allowing domestic
enterprises to purchase needed inputs on world
markets; and foreign firms were courted for the
purpose of spurring technology transfer. Foreign
firms participated in the domestic economy via
foreign direct investment, joint ventures, and
outsourcingarrangements(inwhichdomesticfirms
assembledfinal productsusinginputsandtechnical
specifications supplied by theforeign companies).

Thetripartiteworld ranitscoursefrom the 1950sto
the 1980s. Theadvanced capitalist economiesof the
USA, Europe, and Japan not only recovered rapidly
from the wartime devastation, but then continued
rapid economicgrowthand dynamicchangeintothe
1970s and onward. Trade barriers were repeat-
edly lowered among these countries. European
integration deepened step by step, culminatingin
the European Union single market in the early
1990s, and monetary union at the end of the
1990s. The growth of trade consistently outpaced
thegrowth of grossdomestic product (GDP), sothat
the ratio of trade to GDP rose consistently in the
FirstWorld.

The Second World succumbedto chroniceconomic
stagnation by the 1960s. Technol ogical changeout-
side of themilitary sector was excruciatingly slow.
The division of labour was locked in place by
planning decisionstaken decadesearlier. Moreand
more, Eastern Europe and theformer Soviet Union
came to resemble a vast industrial museum of
enterprisesand technol ogiesof the 1930sand 1940s.
The region missed entirely the shift towards serv-
ices and information technology that started in the
First World in the 1950s and 1960s. Growth was
extensive (smply replicating existing structures of
division of labour) rather than based on technol ogi-
cal and structural change. Some early experiments
in reform in the Soviet Union in the 1960s were
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crushed by ideol ogi cal oppositionfromtheCommu-
nist Party. Hungary and Poland both tried to ‘ jump
start’ their flagging economies by heavy foreign
borrowing in the 1970s, ostensibly to purchase
foreigntechnol ogies. Thisborrowing spreefailedto
re-invigorate the socialist economies, but did land
these countries in international bankruptcy. It was
Poland’s slide into state bankruptcy in 1979 that
triggeredtheriseof the Solidarity trade-unionmove-
ment. That movement wasrepressed by martial law
in 1981, but survived the repression to lead Poland
topolitical freedomin 1989. The Soviet Unionended
up following the Polish and Hungarian slide into
bankruptcy during the reform period of Mikhail
Gorbachev (1985-91). That episode too ended in
financia crisis, and the end of communist rule.

TheThird World fared little better than the Second
World. State-led industrialization turned out to bea
morass. Contrary to the hopes of infant-industry
protection, theenterprisesbuilt up by thestrategy of
import substitution did not becomeefficient or inter-
nationally competitive. They couldbekeptaiveonly
through continued trade protection and state subsi-
dies. Moreover, the failure of these countries to
achieve dynamic export growth (in contrast to the
East Asian experience) wasthe Achillesheel of the
whole project. These countries needed foreign ex-
changeinordertoimport foreigntechnol ogy, capital
goods, and intermediate inputs used in the produc-
tion of manufactured goods. But with sluggish ex-
port growthfromtraditional sectors(suchasmining
and agriculture), the foreign-exchange earnings of
the economy were never sufficient to the import
needs. Likethe Second World countries mentioned
earlier, the Third-World countrieswent into debt to
overcome the shortfall of export earnings. The
result was the same: state bankruptcy. By the early
1980s, ailmost al of the post-colonial countries of
Africa and Asia, except for the manufacturing
exporters of East Asia, had fallen into state insol-
vency. So, too, had the countries of Latin America,
the other region that championed the model of
import-substitution.

V. THE AGE OF GLOBAL CAPITALISM
Much of theworld arrived at capitalist institutions

the hard way, having passed through decades of
colonial rule, only to be followed by misguided
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adventures of socialism or state-led industrializa-
tion. Even countriesthat had maintained their inde-
pendence, such as China, Turkey, and Russia, re-
jected the models of capitalism on offer from the
rich countriesof western Europe. Capitalism seemed
toodangerous, or tootoughapathtofollow, starting
fromsofar behindintheprocessof industrialization.

By the 1980s, however, these alternative models
hadfailed, typically |eading to profound macroeco-
nomic instability and state insolvency. In Latin
America, theturn towardsmarket reformsbeganin
Chilein 1973, in the aftermath of abrutal coup that
overturned aleft-wing government intent on estab-
lishing socialism. Other countries began to follow
suit in the 1980s, following the onset of the debt
crisis. In Eastern Europe, the debt crisiswould also
have been the spur to rapid change, but changewas
crushed in the region until the late 1980s. India
began very gradua market reforms in the 1980s,
and these picked up speed in 1991, when Indiatoo
came to the edge of the financial abyss. In the
impoverished countries of Sub-Saharan Africa,
market reforms came in the context of the IMF-
World Bank structural adjustment programmes of
the 1980s and 1990s.

The most dramatic reforms came in China, begin-
ning2yearsafter Mao’ sdeathin 1976. Withtheend
of the Maoi st inspired chaos of the cultural revolu-
tion, peasants throughout the vast country began
demandingtheir rightstofamily land plots, thereby
overturning the collectivist agricultural system of
Maoist socialism. Within a couple of years, hun-
dredsof millionsof Chinesehouseholdsreturnedto
traditional family peasant farming. Deng Xioaping,
the new paramount leader, wisely encouraged the
state apparatusto ratify its support for this surge of
grass-rootschange. Deng thenled several other key
market-based changes, including therightsof peas-
ant communitiesto establishnon-agricultural enter-
prises (known as township and village enterprises,
or TVES), and the right of foreign investors to
establish export-oriented, labour-intensive manu-
facturing firms in designated regions on China's
coast. The combination of agricultural reform, the
TVE sector, and especially |abour-intensiveexport-
led growth (inthetradition of therest of East Asia),
fuelled apowerful surgein China seconomy, mak-
ing it one of the fastest growing countries in the
world. Even though these reforms were dramatic
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and far reaching, they were sometimes character-
ized asgradualist, because the state-enterprise sec-
tor continued to operatewithout much change. This
waspossible, in China scircumstances, sincestate-
enterprise employment constituted just 18 per cent
of the Chinese work force.

Thereformist regimeof Mikhail Gorbachev tried to
emulate the Chinese reformsin critical areas. The
Gorbachev reforms attempted China's ‘trick’ of
freeing a non-state sector, while preserving the
operation of the state-enterprise sector. The Soviets
were especially enamoured of China's successin
combining market reforms with continued one-
party rule. But China's experience did not easily
trandate to Soviet circumstances. In the Soviet
Union, for example, the state-enterprise sector ac-
counted for more than 90 per cent of the labour
force. It was not possible to reform the economy
while preserving (China-style) the state sector.
Gorbachev’ sreforms ended up unleashing consid-
erablefinancial instability, whiledoinglittleor noth-
ing to spur market-based growth. The Soviet Union
itself collapsed in December 1991, and the struggle
for market reforms continued in the 15 successor
states.

By the 1990s, then, almost the entire world had
adopted the fundamental elements of a market
economy, including privateownership at thecoreof
the economy, a currency convertible for interna-
tional trade, shared standardsfor commercial trans-
actions (for example as codified in the agreements
of more than 120 country members of the World
Trade Organization), and market-based transac-
tions for the bulk of the productive sectors of the
economy.

The narrative has put the stress on political and
ingtitutional choices in the emergence of global
capitalism, but we must al so remember that global
technological changeshave hel ped to induce coun-
tries to these choices. Most economies in the Sec-
ond and Third Worlds would have done better to
adopt market reforms at an earlier stage, but the
benefitsof market reformshave probably increased
throughtime, asaresult of technol ogical progressin
transport, communications, and computing. This
revolutionininformationtechnol ogy hasmadepos-
sibletheglobalizationof productionitself, according
to which major multinational enterprises operate



simultaneously in many countries, using their vari-
oussitesasnodesof aglobally integrated production
system. Developing countries that successfully at-
tract foreign direct investment and thereby become
part of those global production systems have bene-
fited with faster economic development.

VI. LESSONS OF INSTITUTIONAL
CHANGE

This very brief précis has touched on many of the
great questions of modern history. Why have some
countriesoptedfor capitalism, and othersfor social-
ism? Is the rise of Lenin, or Hitler, or Mao, to be
understood as the workings of great forces of
history, or the workings of historical contingency
and accident? Are the great institutional changes
the result of interests, culture, power, ideas, or
accident? Do the rise and fal of institutions in
politicsand economicsreflect aDarwinian process
of natural selection, inwhichthe*fittest’ institutions
survive and spread, and the failures are winnowed
out? We of course cannot answer such profound
and difficult questions here, but we can reflect on
some of the evidencethrown up by the 200 years of
modern capitalismanditsrivals.

(i) Markets, War, and Peace

Global capitalism has emerged twice, first as a
European imperial system at the end of the nine-
teenth century, and second as a global system of
sovereign nations at the end of the twentieth cen-
tury. Bothepisodesinvolved agradual incorporation
of many parts of the world into acommon system.
In the nineteenth century, that incorporation was
partly voluntary (for example, the spread of free
trade in Europe; the export-led development of
Latin America) and partly coercive, through colo-
nia rule. In the late twentieth century, it has been
mostly consensual, though sometimes under the
pressures of state bankruptcy.

These two periods share a key distinctive charac-
teristic: they weretimesof peaceamong theleading
economies (from the Napoleonic warstill 1914 in
the last century, and since 1945 in this one). Ex-
tended periods of peace cause nations to reduce
their fearsover foreign encroachments, and to shift
towards expanded commercial relations. Authori-
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tarian governmentstend to losetheir hold in peace-
time, sincetheroleof thepowerful stateasprotector
of society isdiminished. Thisweakening of authori-
tarian tendencies al so createsimportant opportuni-
ties for increased penetration of market forces in
domesticpoalitics.

(if) ldeas versus Interests

Modern political economy tendsto seemost political
and institutional choices in terms of the material
interests of theleading actors. Isnot * public choice
theory’ nearly Marxist inits emphasison the mate-
rial foundations of political conflict and choice?
History suggests, however, that there are crucial
times when leading state actors truly have inde-
pendence of choice, when their actions are not
simply acomplex vector sumof underlyingpolitical-
economic forces. Our narrative suggests at least
three such episodes. First, the emergence of social-
ismin Russiawasmuch moreaccident than Marxi st
historical necessity (it is often rightly noted that
Marx expected socialism to comefirst to Germany,
not to a backwater like Russia). Hitler's rise to
power wassimilarly accidental. Third, thechoiceof
state-ledindustrializationinthepost-colonial coun-
tries of the Third World reflected ideological
choicesmuch morethan existing economicinter-
ests.

There is a shared characteristic of these episodes:
the normal basis of state power had collapsed or
virtually collapsedineach case. Leninexploitedthe
vacuum of the collapse of Tsarist rule in the wake
of theFirst WorldWar. Hitler exploited thecollapse
of economic ingtitutions in the midst of the Great
Depression (and even then succeeded only by a
concatenation of accidentsandintrigues). Thepost-
colonial nation builders emerged to power in a
vacuum of authority left by the departing colonial
masters. | would venture the argument that normal
interest-group politics offers the better description
of ingtitutional change when governments are sta-
ble, butthatideasandindividual leadership(for good
orill) play amuchmoredecisiverolewhen political
power has collapsed. In those circumstances, soci-
ety’ sfateisupfor grabs. Early victorsinthestruggle
for power can then consolidate their grip on power
(remember that power is an increasing-returns-to-
scaleactivity: alittlebit can go along way, when it
is mustered against yet weaker forces).
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(iii) Capitalism and its Discontents

Since the rise of Britain as an industrial power,
capitalismhasdemonstrateditsability to‘ deliverthe
goods' . Capitalism fuelled the rise of continental
western Europe in the first half of the nineteenth
century. It similarly fuelled the rise of the United
States. It powered Japan to industrialization after
the Meiji Restoration of 1868. One would have
thought that capitalismwould havebeenanalluring
model for theworld, and that the adoption of capi-
talist institutions would have come much more
rapidly and readily thanit did.

Thisarticlehashinted at someof thereasonsfor the
long and twisted courseof thediffusion of capitalist
institutions. Thefirst obstacleto diffusion wascon-
ceptual. Since Marx, if not before, the gains of the
capitalist economies (and of the rich within those
societies), have been viewed asill-gotten exploita-
tion. Thiswas an easy interpretation. After all, the
rich countriesdid indeed grossly exploit the rest of
theworld, viaslavery, colonial rule, military pres-
sures, and thelike. Y et the causality wasmostly the
other way around: exploitation was made possible
by superior power and wealth, and was not the
cause of that superior power and wealth. Still, the
expl oitationtheory of devel opment wasconvenient:
it allowed the laggard states to see themselves as
victims needing to sever relations with the rich
countries, rather than as soci etiesin need of reform.
Theimageof victimizationinanti-capitalistideol o-
gies has remained strong for two centuries.

The second obstacle wasthe period of colonial rule
itself. The capitalist institutions hardly practised
what they preached in their imperial possessions.
Who but the Europeans introduced statism, coer-
cion of labour, and other pervasive non-market
mechanisms into much of Africa? The colonial
inheritance in many cases (though not all) was not
conducivetoamarket-based ruleof |law. Moreover,
asalready noted, thepost-colonial dlitesintheThird
World viewed open trade and investment as a
veritablethreat to hard-won national independence.

The third obstacle was the revolutionary nature of
capitalism itself, in comparison with the stratifica-
tion of traditional societies. In the late twentieth
century, capitalism was often viewed as a con-
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servative's doctrine, the preserve of the rich over
the poor. But in actual history, capitalism has chal-
lenged traditional authority, of the landed nobility,
upper castes, religious authorities, or foreign con-
querorswhoruledover indigenouspopulations. The
élites of such highly stratified societies often opted
for bastardized capitalism, or rejected capitalism
atogether, inorder toavoidthesocia and economic
mobility that would be unleashed by market forces,
and that could therefore endanger their dominant
social and economic positions.

Thefourth obstaclewasthat capitalismitself failed
to deliver at acrucia historical juncture: the Great
Depression. The importance of the Great Depres-
sionininternational economichistory isprobably on
par with the importance of the First World War in
political history. TheGreat Depressiontaught many
lessons, most of them wrong. Keynes, the greatest
political economist of the century, made a grave
mistakewhen hetitled histext The General Theory
of Employment, Interest and Money. He left the
impression that the Great Depression was a ‘gen-
eral’ situation of market economies, not aone-time
fluke of grotesque proportions. He failed to make
clear that it occurred because of the international
gold standard, amonetary arrangement that Keynes
had heatedly attacked and abhorred, but strangely
under-emphasized in The General Theory. In any
event, the Great Depression left the world deeply
sceptical about self-organizingmarket systems. Ittook
decades more to revive robust confidence in market
€conomies.

VII. NO END OF HISTORY

We are at the end of the twentieth century, and at
theend of thisarticle, but certainly not at the end of
history, not even of economicinstitutional history. If
peace underpins the global economy, we must
remember that predictionsof continued andinevita-
ble peace are, sadly, no more guaranteed than they
were at the beginning of this century. Theworldis
filledwith hot spotsand confrontation, thoughfortu-
nately rarely among the leading nations in recent
years. Much will aso depend on whether global
capitalism can ‘deliver the goods', not just in the
USA and Europe, but intherest of theworld. There
are some positive signs—mainly the dynamism of



Indiaand Chinaintheir erasof market reform—but
alsomany danger signs, especially inAfrica, but also
in much of Latin Americaand the post-communist
nations. Itisalsogood to bear inmindthat economic
institutionsevolveal ongwithtechnol ogical change.
The advancesin information technol ogies and bio-
technologies are apt to create demands for new
social and economic institutions. Indeed, one can
say that aswemove moreand moreto ascienceand
knowledge-based economy, theinstitutionsof learn-
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ing (school and universities, public and private re-
search centres, major multinational firmswith sub-
stantial research and development activities) will
takeonincreasingimportanceinour societies. Such
institutionshavenever followed thetextbook model
of private corporate organization. Social learning
and scientific advance has awaysrelied on acom-
plex and evolving interplay of public and private
institutions. Weareindeed primed for further insti-
tutional innovationinthefuture.
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